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No. 7881.

Qltrrmt Olourt of AppMla

Commissioner of Internal Revenue,

Petitioner,

vs.

Bullock's, a corporation.

Respondent.

Bullock's, a corporation,

^ Petitioner,

Commissioner of Internal Revenue,

Respondent.

I
REPLY BRIEF FOR THE TAXPAYER.

The memorandum opinion of the United States Board

of Tax Appeals [R. 33-47] is not reported.

Jurisdiction.

This appeal involves income taxes for the taxable years

ending January 31, 1925 and January 31, 1927.

The case is before this court on cross-petitions to re-

view the decision of the United States Board of Tax Ap-

peals entered October 17, 1934. [R. 48.] Petition for



review was filed by the Commissioner on January 4, 1935

[R. 49-58] and by the taxpayer on January 14, 1935 [R.

61-67] pursuant to the provisions of the Revenue Act of

1926, C 27, 44 Stat. 9, 109-110, Sections 1001-1003 as

amended by Sections 1101 of the Revenue Act of 1932, C.

209, 47 Stat. 169.

HISTORY OF THE CASE.

Insofar as it relates to the issues here involved the

previous history of the case may be stated as follows

:

On April 12, 1929, the Commissioner of Internal Rev-

enue mailed to taxpayer a deficiency letter covering the

fiscal years ended January 31, 1925, January 31, 1926, and

January 31, 1927. Taxpayer's original return for the year

ended January 31, 1925 was filed on April 15, 1925 and

the deficiency letter was mailed more than three years

thereafter. Taxpayer appealed to the United States Board

of Tax Appeals pleading the statute of limitations. The

Board found for the Commissioner in accordance with the

decision in the appeal of National Paper Products Co., 26

B. T. A. 92, Afifd. 69 Fed. (2d) 857; certiorari granted

U. S. S. C. June 4, 1934. The Supreme Court has since

reversed the Board and Circuit Court in said case and in

accordance with the Supreme Court's decision in National

Paper Co. v. Helvering, 293 U. S. 183, the Commissioner

now admits error.

In taxpayer's return filed for the fiscal year ended Janu-

ary 31, 1927, the Commissioner disallowed an adjustment

of $119,982.09 made by taxpayer to its opening inventory

for said year. Said adjustment was made in order that the

opening inventory and closing inventory for said year

would be upon the same basis and was necessitated by the
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change on February 1, 1926 in the method of reporting

cash discounts on purchases. Taxpayer appealed to the

United States Board of Tax Appeals alleging as error

on the part of the Commissioner his failure to allow the

adjustment, thereby overstating taxpayer's net taxable in-

come by $119,982.09, or his failure to adjust taxpayer's

closing inventory for said year by the sum of $123,119.71

if his action in disallowing the adjustment to the opening

inventory was correct. The Board reversed the action of

the Commissioner and held that the adjustment was cor-

rectly made and the latter appealed.

QUESTIONS PRESENTED.

1. Did the statute of limitations bar the assessment

and collection of additional tax for the fiscal year ended

January 31, 1925, where the Commissioner's deficiency

letter was mailed more than three years after the date upon

which taxpayer's original completed return was filed?

2. If for many years the taxpayer reduced its inven-

tory of merchandise by cash discounts received thereon (a

permissible procedure) but at the end of the taxable year

changed its method and priced its merchandise inventory at

invoice price without such reduction and returned as in-

come the amount of discount which under the old method

would not have been so returned, must either the opening

or closing inventory be adjusted so as to price both on the

same basis?

STATUTE AND REGULATIONS INVOLVED.

The statutes and regulations involved are set forth in the

Appendix, infra, pp. 25 to 29.



STATEMENT.

The facts material to the questions involved in these

appeals were contained in an agreed statement of facts

filed with the Board of Tax Appeals at the hearing on

September 28, 1933, which was received as Stipulation

"No. 1," and made a part of the record, and are substan-

tially as follows [R. 70-74]

:

Taxpayer is a corporation. It filed its income tax re-

turns for the fiscal years involved in this proceeding with

the Collector of Internal Revenue at Los Angeles, Cali-

fornia. [R. 70.]

At all times material to the issues herein taxpayer kept

its books on the accrual basis. [R. 70.]

During the taxable years herein involved and for many

years prior thereto, taxpayer operated a large dry goods

department store in the City of Los Angeles, California.

[R. 70.]

From 1914 to February 1, 1926 (the beginning of

its fiscal year 1927), taxpayer consistently treated cash

discounts allowed to it on purchases as credits to the pur-

chase accounts, that is to say, it reduced the cost of mer-

chandise purchased and, therefore, the cost of goods sold,

by the amount of cash discounts allowed to it on pur-

chases. [R. 70.]

In taking its inventories at the end of each fiscal year

from 1914 to and including its fiscal year ended January

31, 1926, taxpayer priced its merchandise in inventory at

cost after deducting cash discounts allowed. [R. 71.]
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Taxpayer's closing inventory at January 31, 1926, as

shown on its books of account, and as shown on its in-

come tax return for said fiscal year, was $3,053,637.00.

Said sum was also shown on taxpayer's books as the open-

ing inventory at February 1, 1926. [R. 71.]

On February 1, 1926, after pricing its opening inventory

of that date, as above mentioned, taxpayer changed its

method of treating cash discounts by crediting all cash

discounts allowed to it to an income account, and there-

after, it priced its merchandise in its inventory at the gross

purchase price without deduction of the cash discount

which had been allowed thereon. |R. 71.]

The amount of cash discounts allowed on merchandise

included in the closing inventory at January 31, 1926,

which was also the opening inventory at February 1, 1926,

was $119,982.09. [R. 71.]

Taxpayer's closing inventory at January 31, 1927, as

shown by its books and income tax return for the fiscal

year ended January 31, 1927, amounted to $3,161,799.00

priced at cost without any deduction for cash discount but

in accordance with its books, in its return taxpayer re-

ported as income an item of $603,782.53 as "Cash Dis-

counts Earned" which was the total sum realized from

discounts on merchandise purchased during that fiscal year.

[R. 71-72.] In the said $603,782.53 there was included

the sum of $123,119.71 representing cash discounts on

purchases of merchandise included in said inventory at

January 31, 1927. [R. 72.]



Taxpayer reported its gross profit from trading or man-

ufacturing in its income tax return for the fiscal year ended

January 31, 1927, as follows [R. 72] :

Gross. sales from trading or manufacturing

less returns and allowances $21,851,100.91

Less cost of goods sold

Inventory at beginning of

year 3,173,619.09

Mdse. bought for sale 14,715,284.53

Total 17,888,903.62

Less inventory at end of year 3,161,799.00

14,727,104.62

Gross profit from trading or manufacturing $ 7,123,996.29

In arriving at the deficiency for the fiscal year 1927,

proposed in the sixty-day letter, the Commissioner restored

the opening inventory for the fiscal year to the same figure

as that for the closing inventory for the year ended Jan-

uary 31, 1926, to wit, $3,053,637.00, thereby, in effect,

increasing taxpayer's income by $119,982.09. [R. 72.]

During the fiscal year ended January 31, 1928, the tax-

payer followed the same method of treatment of cash

discounts as it had followed in the fiscal year ended

January 31, 1927. [R. 73.] The cash discounts allowed

taxpayer on its merchandise purchases during the taxable

year 1928 amounted to $445,926.79 which was reported

as income on its books and income tax return. Included in



said amount was $109,985.00 which represented cash

discounts received on purchase of merchandise included

in its closing inventory for the fiscal year 1928. [R. 73.]

Taxpayer transferred all of its assets to Bullock's, In-

corporated, prior to February 1, 1928. [R. 73.]

Taxpayer's income tax return for the fiscal year be-

ginning February 1, 1927 was filed June 15, 1928, using

the new inventory method. Its income tax liability for

said fiscal year was closed August 21, 1930 upon the

basis of the tax shown in the return. [R. 73.
J

Taxpayer filed its income tax return covering its fiscal

year ended January 31, 1925, with the Collector of In-

ternal Revenue at Los Angeles, California, on April 15,

1925, which return contained all items of gross income

and deductions as provided by law including all completed

schedules and information required by the return form

and which reflected a net taxable income in the sum of

$1,506,481.26 and a total tax liability of $188,310.16.

[R. 73.]

On May 15, 1926, taxpayer filed with said Collector of

Internal Revenue an amended return for said fiscal year

ended January 31, 1925, which return was identical in

every respect with the return filed on April 15, 1925,

except that the total tax liability shown thereon, com-

puted under the provisions of the Revenue Act of 1926,

was $188,937.86 in lieu of $188,310.16, or an increase in

tax liability of $627.70. [R. 73-74.]
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LAW AND ARGUMENT.

I.

Where a Taxpayer for Many Years Has Reduced Its

Inventory of Merchandise by Cash Discounts Re-

ceived Thereon (a Permissible Procedure), but at

the End of the Taxable Year Changed Its Meth-

od and Priced the Merchandise Inventory at In-

ventory Prices Without Such Reduction and

Returned as Income the Amount of Discount,

Which Under the Old Method Would Not Have

Been Returned, Either the Opening or Closing

Inventory Must Be Adjusted So as to Price Both

on the Same Basis.

The question here presented deals with cash discounts

received in connection with purchases of merchandise

and the relation of such discounts to the computation of

cost of goods sold, hence, to gross profit

Good accounting practices and Article 1613 of Treas-

ury Regulation 69 give the merchant the option of deduct-

ing cash discounts from the purchase price of the mer-

chandise or of returning it as income. The resulting

amount of profit reported is the same under both methods

as illustrated by the following, to wit

:

Assume for a given year sales amounting to $1,500.00,

inventory at beginning of year $200.00, purchases during

year $1,000.00, inventory at end of year $200.00, and

discounts earned on purchases $50.00. If the merchant

credits discount earned to an income account the result

of these figures is shown in the following tabulation

:
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Sales $1,500.00

Inventory beg-inning of year $ 200.00

Purchases 1,000.00

Total

year

1,200.00

Inventory end of

Cost of goods sold

200.00

1,000.00

Gross profit

Discount earned

500.00

50.00

Total gross profit and discount reported $ 550.00

If, on the other hand, the merchant credits his discount

earned to his purchases account, thereby reducing the

latter, the result may be set forth as follows

:

Sales $1,500.00

Inventory beginning of year $ 190.00

Purchases 950.00

Inventory end of year

1,140.00

190.00

Cost of goods sold 950.00

Gross profit $ 550.00
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In the second example the inventory at beginning of

year is shown at $190.00 rather than $200.00 because this

example assumes a rateable discount on all purchases,

and in the second example the cost of merchandise, hence

the cost of the inventory at the beginning of the year is

reduced by 5 per cent.

In the instant case the taxpayer, after reducing its

purchases by discount earned for a number of years,

changed its practice at the beginning of the taxable year

1927. As a result of this change the inventory at the

beginning" of the year was shown under the method used

in the second tabulation above while the inventory at the

end of the year was shown as in the first tabulation above.

In order to avoid distorting its income for the year, the

taxpayer in its return increased the opening inventory to

the amount at which it would have been shown had the

new practice prevailed at the time the opening inventory

was taken and priced. In short, it followed the principle

shown in the first tabulation above in setting forth the

cost of goods sold and discount earned.

In determining the deficiency here in question the Com-

missioner adjusted taxpayer's gross profit. For the pur-

pose of illustrating the method used by the Commissioner

we assume the same facts as are assumed in the above

tabulations which show the effect of his adjustment as

follows

:
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Sales $1,500.00

Inventory at beginning- of year $ 190.00

Purchases 1,000.00

Total

Inventory at end of year

Cost of goods sold

1,190.00

200.00

990.00

Gross protit

Discount earned

510.00

50.00

Total gross protit and discount as

adjusted $ 560.00

The taxpayer appealed and the Board approved of the

taxpayer's treatment of the inventory adjustment and re-

versed the Commissioner.

Inventories must be taken in every case in which pur-

chase and sale of merchandise is an income-producing

factor, in order to reflect income correctly. Sec. 205,

Revenue Act 1926, T. R. 69, Article 1611.

An inventory must be taken in such a manner as to

clearly reflect the income. The inventory practice of the

taxpayer should be consistent from year to year and

greater weight is to be given to consistency than to any

particular method of inventorying or basis of valuation.

T. R. 69, Article 1612.

Cash discounts received on purchases may be deducted

therefrom in valuing inventories or at the option of the

taxpayer may be returned as income and the inventory

stated at the invoice cost. T. R. 69, Article 1613.
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These Regulations, T. R. 69, Article 1611, 1612 and

1613, were first promulgated under the Revenue Act of

1921 as Regulations 62, Articles 1581, 1582 and 1583,

and continued without change as to the above rules and

without substantial change otherwise in all Regulations

issued by the Commissioner under subsequent Revenue

Acts. The continued re-enactment of the statute with-

out change is an indication that such Regulations have re-

ceived legislative approval. (National Lead Company v.

Umted States, 252 U. S. 140; Brewster v. Gage, 280 U.

U. 327; Universal Battery Co. v. United States, 281 U. S.

580; Fawcus Machine Co. v. United States, 282 U. S.

375; McCaughn v. Hershey Chocolate Co., 283 U. S.

488; Murphy Oil Co. v. Burnet, 287 U. S. 299.)

A perusal of these Regulations respecting the use of in-

ventories to reflect income makes plain the reason for the

use of the word ''clearly" throughout Section 205 of the

Revenue Act of 1926, rather than "exactly" or "ac-

curately." At best, the average retail inventory, due to

physical difficulties involved in its taking and to the neces-

sity for the exercise of experienced personal judgment, can

be but approximations. The reduction of inventories by

summary averages for cash discounts was approved,

where the practice is consistent and substantially accurate.

(Appeal of James Edgar Co., 16 B. T. A. 120; see also

Higginbotham-Bailey-Logan Co., 8 B. T. A. 566; Leedoni

& Worrall Co., 10 B. T. A. 825 ; Holeproof Hosiery Co.,

11 B. T. A. 547; Blumberg Brothers Co., 12 B. T. A.

1021; Thomas Shoe Company, 1 B. T. A. 124; The Buss

Co.,2B. T. A. 266.)

Inventories at the beginning and end of any taxable

year must be taken upon the same basis in order to avoid

a distortion of income.
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The Courts and the Board have frequently been called

upon to render opinions in cases where inventory methods

are changed and discounts are involved. They have in-

variably held that consistency in practice of the taxpayer

is of the highest importance. {Thomas Shoe Co., supra;

Higginbothani-Bailcy-Locjan Co., supra; James Edgar Co.,

supra; The Buss Co., supra.)

In the appeal of Thomas Shoe Co., supra, the Board held

that if the method of taking inventory is changed fronj

one year to another a distortion of net income occurs.

The Board in its opinion said:

''^ * * Even if the entire practice of the tax-

payer has been erroneous, * * * the Commis-

sioner clearly erred in insisting upon a change in

method at the close of the year zvithout making and

allozving a compensatory change at the beginning.

What the inventory practice is, is of some impor-

tance; that the practice shoidd be uniform is of the

highest importance." (Italics ours.)

Inventory methods used consistently and uniformly for

many years that reflect taxpayer's income accurately

should not be disturbed by arbitrary adjustments that re-

sult in distortion of actual income. In the appeal of

The Buss Co., supra, the Board said:

"* * * However faulty the taxpayer's inven-

tory method was, we believe that greater weight

should be given to consistency than to any particular

method of inventorying or basis of valuation so long

as the method or basis used substantially reflects the

income. * * *"
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To the same effect:

Sinsheimer Bros., Inc., 5 B. T. A. 918;

Higginhotham-Bailcy-Logan Co., supra;

Boyne City Lumber Co., 7 B. T. A. 36;

George C. Peterson Co., 1 B. T. A. 690.

In the appeal of /. M. Radford Groceiiy Co., 19 B, T. A.

1023, the Board said:

"* * * the petitioner has accounted for its pur-

chases at the net invoice price, i. e., invoice prices less

cash discounts; hence, its inventory practice of de-

ducting cash discounts in arriving at the market

values of its inventories conforms with the rule an-

nounced above, and clearly reflects its net income.

''Furthermore, the respondent's action in increas-

ing the closing inventory for 1919 by the amount of

average cash discounts deducted by the petitioner,

without making a like adjustment in the opening in-

ventory, has resulted in a gross distortion in the in-

come of that year, and, consequently, is in error. Ct.

Thomas Shoe Co., 1 B, T. A. 124; Higginbotham-

Bailey-Logan Co., 8 B. T. A. 566; Leedoni & Wor-

rall Co., 10 B. T. A. 825; Holeproof Hosiery Co., U
B. T. A. 547; Blwnberg Bros., 12 B. T. A. 1021; and

James Edgar Co., 16 B. T. A. 120."

Cash discounts should not be added to net income with-

out increasing merchandise purchases where taxpayer car-

ried its merchandise purchase account at net cost of mer-

chandise after deducting such cash discounts. (Appeal of

F. Brewer Co., 1 B. T. A. 417.) The change in its

method of treating cash discounts made by taxpayer on
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February 1, 1926, required an inventory adjustment con-

gruous with it. (F. Bvcivcr Co., supra; Boync City Lum-

ber Co., supra; J. M. Radford Grocery Co., supra.)

In Boyne City Lumber Co., supra, the Board refused

to uphold the Commissioner's action in changing a clos-

ing inventory from market to cost or market, whichever

is lower, where no corresponding change had been made

in the opening inventory for the same year. (See, also,

Delatour Beverage Corporatiou, 12 B. T. A. 412.)

In the appeal of P. Brezccr Co., supra, taxpayer availed

itself of cash discounts on merchandise purchased and

carried its merchandise purchase account at net cost of

merchandise after deducting such cash discounts. Held:

Such cash discounts should not be added to net income

without increasing merchandise purchases in a similar

account. (See, also, J. M. Radford Grocery Co., supra.)

The rule that inventories must be taken on a consistent

basis is, as we have seen, one well established by long

and consistent practice of the Treasury Department and

the decisions of the Board and courts. Had the tax-

payer strictly complied with the rule it would have

priced its closing in\entory b}- using the method under

which the opening inventory was taken. This would

have resulted in reporting less taxable income than

the method adopted by the taxpayer and ai)proved

by the Board. The Board, in approving the adjust-

ment made by the taxpayer, observed that the opening

and closing inventories were approxmiately equal and that
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the absence of cash discounts in the opening inventory and

their presence in the closing inventory were manifestly

inconsistent. The Board went on to say *'the addition

of the item of $119,982.09 on February 1, 1926 to offset

a similar item of $123,119.71 appearing at January 31,

1927, would about equalize the difference." The Board

further observed that *'the closing of petitioner's income

tax liability for that year (1928) based on the new in-

ventory method is a strong indication that it met with

the respondent's approval. But the change of method re-

quired corresponding compensatory changes in calculat-

ing income as based on inventories. (T. R. 43.)" Recog-

nizing that an inventory method is at best only an approxi-

mate means of ascertaining income, the Board decided

this issue by the one practical method obviously applicable

to the situation.

The tabulation set forth below conclusively demon-

strates that the taxpayer's adjustment to the opening in-

ventory which was approved by the Board was necessary

in order to prevent distortion of income for the taxable

year. This tabulation contains the figures used by the

taxpayer in its return and opposing them the figures

which would have been used if the closing inventory had

been taken on the same basis as the opening inventory:
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It will be noted that under the old method of reporting,

both purchases and inventories were reduced by the cash

discounts, hence the figures contained in the right hand

side of the tabulation are appropriately reduced by such

discounts.

Since the Act, the Regulations of the Commissioner,

and the decisions are unanimous in the requirement that

inventories must be taken on a consistent basis in order

to clearly reflect the income, it is clear that the taxpayer

has used a method that has accomplished the requirement

of the Act.

The Commissioner says that he ''does not object to the

figures reported in the closing inventory, nor does he ob-

ject to the mark-up figures in the opening inventory, but

he does object to the avoidance of tax on income neces-

sarily accruing because of the change in method" and

asserts that the increase in the opening inventory must be

accounted for as current income. In support of his posi-

tion, the Commissioner argues at great length that $119,-

982.09 of income represented by discounts on purchases

included in the opening inventory (1927) was not taxed in

1927 when the goods were sold. He illustrates his point

by assuming the purchase of an article of furniture at

an invoice price of $100.00 and a cash discount of $2.00.

He correctly states that the net amount, or $98.00, would

have been included in the taxpayer's opening inventory

and under the old method of accounting for cash dis-

counts, a profit of $27.00 would have been shown if the

article was sold for $125.00. All this is true, but he

fails to give the offsetting factors involved in the situa-

tion. At the end of 1927 there were other articles of

furniture in the inventory that cost $100.00 and on which

a 2% or $2.00 cash discount was earned. The $2.00 was
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reported as income in 1927 when received and the article

was inchided in the closin<^ inventory at $100.00. Since,

if we assume that the merchandise included in the opening

inventory at the beginning of the year was all sold during

the year, then undoubtedly the $119,982.09 of discount re-

ceived on that inventory in the prior year was realized in

the taxable year. However, offsetting this $119,982.09,

the taxpayer reported as income in 1927 the sum of $123,-

119.71 which, under its old method of treating cash dis-

counts, would not have been reported. It is obvious,

therefore, that the government has not suffered in point

of tax collected from the taxpayer by the change of in-

ventory method. What the government wants is the tax

on the $123,119.71 which it has already received, plus

the tax on the $119,982.09, or, in other words, two taxes

on the latter item. The Commissioner further argues

that the $123,119.71, discounts received on purchases in-

cluded in the closing inventory, served to reduce the cost

of goods sold in the next year. This argument overlooks

the fact that in the next year discounts received that year

were reported as income and the situation at the end of

that year is just the same as at the end of the taxable

year.

The pricing of inventories under the new method for

all subsequent years follows the rule announced by the

decisions that inventories must be taken on a consistent

basis. In short, once the adjustment is made, the situa-

tion will be corrected for all time in the future. The

Commissioner, however, offers an example in Appendix

B of his brief which contemplates a three-year period

and attempts to show by such example that in the course

of the three-year period such treatment as is here in ques-

tion will result in certain income escaping tax. The sit-
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uation which he presents in his example is not analogous

to the situation involved here for the reason that this busi-

ness will probably continue longer than the life of any

of those of us living and the possibility of such tax

being avoided is too remote to be a controlling element.

Furthermore, we are concerned here with the taxpayer's

liability for income tax for the year 1927 and not for

some year perhaps one hundred or more years in the

future.

These conclusions are not altered by the fact that the

properties of taxpayer were transferred to Bullocks, Inc.

during the succeeding taxable year. While the Commis-

sioner refers to such transfer as a liquidation, the fact

was stipulated that the properties were transferred to the

corporation and the record (pp. 89-91, inclusive) contains

taxpayer's income tax return for the fiscal year 1928.

On R. p. 91 under Schedule L appears the notation ''Non-

taxable gain on reorganization." This item was properly

reported as evidenced by the fact that the Commissioner

approved the return as filed [R. 73].

Under the reorganization sections of the Act the basis

in the hands of the transferee would be the same as in the

hands of the transferor if an interest or control in the

assets transferred remained to the extent of 80% in the

same persons. On the other hand, if the control did not

remain such then the transferee would be entitled to a

new base. The record does not contain sufficient facts to

determine whether or not the new corporation, Bullock's,

Inc., was entitled to a new base. Hence, nothing is gained

M
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by a consideration of this factor. As pointed out above,

we are not here concerned with the tax liabiHty for 1928,

but we are concerned with the determination of the proper

tax liabiHty for the year 1927.

The Commissioner attempts to distinguish certain of

the cases reHed upon by the Board and the taxpayer here

on the ground that they did not involve a change in the

method of handling cash discounts. That they did not

involve cash discounts is certainly not controlling. They

do announce the rule that inventories must be taken on a

consistent basis and whether or not cash discounts, the

cost or market price of merchandise or some other items

are involved does not in any wise change the rule. The

Commissioner further argues that a return to the old basis

is out of the question because the taxpayer voluntarily

chose to make the change in its method and the Commis-

sioner accepted the change. In the first place it is not

within the power of the taxpayer to make its own rules

for the determination of income, and, secondly, the Com-

missioner's acceptance of a change in method does not

change the rule. In this connection, the Commissioner

further states "that the taxpayer should not be permitted

to change from one method to another at will; such prac-

tice would plainly distort income." The taxpayer asserts

without fear of contradiction that if the closing inventory

of the taxable year here in question is adjusted to conform

to the method used in pricing the opening inventory no

distortion of income will occur. Furthermore, if such a

change is made in the closing inventory, no distortion will
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be found in the income as reported for the succeeding

years.

In conclusion, we submit that the Board's decision as

apphed to the year 1927 should be affirmed.

II.

Since the Commissioner has confessed error with re-

spect to the appeal of the taxpayer involving the year

1925, argument on this point seems unnecessary.

Respectfully submitted,

Thomas R. Dempsey,

A. Calder Mackay, ,§

1104 Pacific Mutual Building,

Los Angeles, California.

Attorneys for Taxpayer, ^



APPENDIX.

Revenue Act of 1925.

Sec. 205. Whenever in the opinion of the Commis-

sioner the use of inventories is necessary in order clearly

to determine the income of any taxpayer, inventories shall

be taken by such taxpayer upon such basis as the Com-

missioner, with the approval of the Secretary, may pre-

scribe as conforming as nearly as may be to the best

accounting practice in the trade or business and as most

clearly reflecting the income.

Art. 1611. Need of Inventories.—In order to reflect

the net income correctly, inventories at the beginning and

end of each year are necessary in every case in which the

production, purchase, or sale of merchandise is an income-

producing factor. The inventory should include raw

materials and supplies on hand that have been acquired for

sale, consumption, or use in productive processes, together

with all finished or partly finished goods. Only mer-

chandise title to which is vested in the taxpayer should

be included in the inventory. Accordingly, the seller

should include in his inventory goods under contract for

sale but not yet segregated and applied to the contract and

goods out upon consignment, but should exclude from

inventory goods sold, title to which has passed to the

purchaser. A purchaser should include in inventory

merchandise purchased, title to which has passed to him,

although such merchandise is in transit or for other rea-

sons has not been reduced to physical possession, but

should not include goods ordered for future delivery,

transfer of title to which has not yet been eflfected. In

cases where inventories are required, the taxpayer should
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file with his return a certificate of inventory on Form

1126.

Art. 1612. Valuation of Inventories.—Section 205

provides two tests to which each inventory must con-

form:

First. It must conform as nearly as may be to the

best accounting practice in the trade or business, and

Second. It must clearly reflect the income.

It follows, therefore, that inventory rules can not be

uniform but must give effect to trade customs which

come within the scope of the best accounting practice

in the particular trade or business. In order clearly to

reflect income, the inventory practice of a taxpayer should

be consistent from year to year, and greater weight is to

be given to consistency than to any particular method of

inventorying or basis of valuation so long as the method

or basis used is substantially in accord with these regula-

tions. An inventory that can be used under the best

accounting practice in a balance sheet showing the

financial position of the taxpayer can, as a general rule,

be regarded as clearly reflecting his income.

The bases of valuation most commonly used by busi-

ness concerns and which meet the requirements of sec-

tion 205 are (a) cost and (b) cost or market, whichever

is lower. (For inventories by dealers in securities, see

article 1615.) Any goods in an inventory which are un-

saleable at normal prices or unusable in the normal way

because of damage, imperfections, shop wear, changes of

style, odd or broken lots, or other similar causes, includ-

ing second-hand goods taken in exchange, should be

valued at bona fide selling prices less cost of selling,

whether basis (a) or (b) is used, or if such goods consist
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of raw materials or partly tinished goods held for use or

consumption, they shall be valued upon a reasonable basis,

taking into consideration the usability and the condition

of the goods, but in no case shall such value be less than

the scrap value. Bona fide selling price means actual

offering of goods during a period ending not later than

30 days after inventory date. The burden of proof will

rest upon the taxpayer to show that such exceptional

goods as are valued upon such selling basis come within

the classifications indicated above, and he shall maintain

such records of the disposition of the goods as will enable

a verification of the inventory to be made.

In respect to normal goods, whichever basis is adopted

must be applied with reasonable consistency to the entire

inventory. Taxpayers were given an option to adopt the

basis of either (a) cost or (b) cost or market, which-

ever is lower, for their 1920 inventories. The basis

adopted for that year is controlling, and a change can

now be made only after permission is secured from the

Commissioner. Application for permission to change the

basis of valuing inventories shall be made at least 30 days

prior to the close of the taxable year for which the change

is to be effective. Goods taken in the inventory which

have been so intermingled that they can not be identified

with specific invoices will be deemed to be the goods most

recently purchased or produced, and the cost thereof will

be the actual cost of the goods purchased or produced

during the period in which the quantity of goods in the

inventory has been acquired. Where the taxpayer main-

tains book inventories in accordance with a sound ac-

counting system in which the respective inventory ac-

counts are charged with the actual cost of the goodf pur-

chased or produced and credited with the value of goods
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used, transferred, or sold, calculated upon the basis of

the actual cost of the goods acquired during the taxable

year (including the inventory at the beginning of the

year), the net value as shown by such inventory accounts

will be deemed to be the cost of the goods on hand. The

balances shown by such book inventories should be verified

by physical inventories at reasonable intervals and ad-

justed to conform therewith.

Inventories should be recorded in a legible manner,

properly computed and summarized, and should be

preserved as a part of the accounting records of the tax-

payer. The inventories of taxpayers on whatever basis

taken will be subject to investigation by the Commis-

sioner, and the taxpayer must satisfy the Commissioner

of the correctness of the prices adopted.

The following methods, among others, are sometimes

used in taking or valuing inventories, but are not in ac-

cord with these regulations, viz:

(1) Deducting from the inventory a reserve for price

changes, or an estimated depreciation in the value thereof.

(2) Taking work in process, or other parts of the

inventory, at a nominal price or at less than its proper

value.

(3) Omitting portions of the stock on hand.

(4) Using a constant price or nominal value for a

so-called normal quantity of materials or goods in stock.

(5) Including stock in transit, either shipped to or

from the taxpayer, the title of which is not vested in the

taxpayer.
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Art. 1613. Inventories at oust.—Cost means:

(1) In the case of merchandise on hand at the be-

ginning of the taxable year, the inventory price of such

goods.

(2) In the case of merchandise purchased since the

beginning of the taxable year, the invoice price less trade

or other discounts, except strictly cash discounts approx-

imating a fair interest rate, which may be deducted or

not at the option of the taxpayer, provided a consistent

course is followed. To this net invoice price should be

added transportation or other necessary charges incurred

in acquiring possession of the goods.

(3) In the case of merchandise produced by the tax-

payer since the beginning of the taxable year, (a) the

cost of raw materials and supplies entering into or con-

sumed in connection with the product, (b) expenditures

for direct labor, (c) indirect expenses incident to and

necessary for the production of the particular article, in-

cluding in such indirect expenses a reasonable proportion

of management expenses, but not including any cost of

selling or return on capital, whether by way of interest

or profit.

(4) In any industry in which the usual rules for com-

putation of cost of production are inapplicable, costs may
be approximated upon such basis as may be reasonable

and in conformity with established trade practice in the

particular industry. Among such cases are (a) farmers

and raisers of live stock (see article 1616), (b) miners

and manufacturers who by a single process or uniform

series of processes derive a product of two or more kinds,

sizes, or grades, the unit cost of which is substantially

alike (see article 1617), and (c) retail merchants who use

what is known as the ''retail method" in ascertaining ap-

proximate cost (see article 1618).




